• The estimates computed by grouping together products of all industries being imported into India from sample countries reveal that TPI coefficients are positive and significant. Overall, positive and significant coefficients of TPI predict that one per cent reduction in corporate tax rates in the home country of the MNC would cause multinational corporations with affiliated transactions to increase reported transfer prices in the range of 0.248 per cent to 0.389 per cent.
• The Generalized Least Square estimates for individual industries display that out of nine industries in the sample, three industries (38, 73, and 84) have a positive and significant co-movement with transfer pricing incentives. In four industries (56, 83, 85, and 90) , coefficient of Transfer Pricing Incentive (TPI) is negative but significant. In case of two industries (39 and 82), TPI coefficient is negative but not significant. • Positive and significant coefficients of TPI predict that one per cent reduction in corporate tax rates in the home country would cause multinational corporations with affiliated transactions to increase reported transfer prices by 1.20 per cent in 'Miscellaneous Chemical Products' Industry (Industry 38), 0.175 per cent in the 'Articles of Iron or Steel' Industry (Industry 73) and 0.908 per cent in 'Nuclear Reactors, Boilers, Machinery and Mechanical Appliances; Parts thereof' Industry (Industry 84).
• In industries where coefficient of TPI is negative and significant, MNCs would like to shift the taxable income of their affilates to the host country by decreasing their reported transfer price.
The government's approach should be to reduce corporate tax and tariff rates to bring them at a level comparable with countries across the world which will reduce incentives for the MNCs for shifting of income out of India and increase the tax base for tax authorities. This will also result in an increase in the tax revenue of the country.
T ransfer pricing has been attracting considerable attention in recent years, especially after the opening up of the Indian economy in 1990-91. Changes in manufacturing processes, increased data communication, ever enhancing contribution of intangibles and various services have facilitated businesses to operate effectively across nations. While on the one hand, a large number of multinational corporations (MNCs) have come into existence in the Indian shores, many of the Indian companies have also expanded their worldwide operations. As a result, related party trade has grown both in volume and in scope. International transfer pricing is now considered as an important factor in corporate strategic planning and decision making. This is a shift from the past, when transfer pricing was only a subject of interest for the accounting department. The corporate sector now realizes that transfer pricing should be viewed from a company's perspective -this approach could enhance operational performance, minimize overall tax burden, improve cash flows, reduce legal exposures, and increase earnings.
The study of transfer prices in an economy is of significance to corporate policy makers, economic policy makers, tax authorities, and regulatory authorities. "From a business perspective, there are many dimensions in deciding what to charge for the inter-company exchange of goods or services. Compensation and performance measurement may push in one direction; the demand for simplicity may push in another; and tax considerations may push in a third. Other factors may come into play as well. Governments, through their tax systems, have a vested interest in ensuring that appropriate profits are reported in their jurisdiction. Government concerns are heightened when one of the parties to a related-party transaction is subject to tax at a rate that is considerably less than that applying in the other related party's country. In addition to tax-rate pressures, other government pressures can be brought to bear on the transfer-pricing decision, including heavy penalties or restrictive measures dealing with related-party transactions" (Turner, 1996) .
Deciding intra-group transfer prices is a complex and difficult process. For deciding transfer prices, MNCs have to take into account a wide range of factors, of which tax and tariff are the most important ones. Although, through various tax and economic reforms, countries across the globe have generally reduced corporate tax rates, differences in international tax rates still persist in international fiscal environment. Multinational organizations are inclined to reduce their total tax burden, by practising shift of income from highly taxed countries to lightly taxed countries. Shifting of reported income can be attained by manipulation of transfer prices for international transactions.
TRANSFER PRICING: MEANING, DEFINITION, AND REGULATIONS IN INDIA
Transfer prices are the prices at which an enterprise transfers physical goods and intangible property or provides services to an associated enterprise. Transfer Pricing Guidelines issued by Organization for Economic Cooperation and Development (OECD) defines transfer pricing as "payment from one part of a multinational enterprise for goods or services provided by another…" (Williamson 2003) . This definition stresses on multinationals, which looks appropriate as more than one-third of the cross-border sale of goods and services worldwide occurs between related enterprises of MNCs.
The internationally agreed standard for setting prices is the "arm's length principle". According to this principle, intra-group (related party) transfer prices should be equivalent to those which would be charged between independent persons dealing at arm's length in otherwise similar circumstances. This principle has been incorporated in Article 9 of OECD's Model Tax Convention on Income and on Capital. Section 92 of the Income Tax Act 1961 also provides that any income arising from an international transaction or where the international transaction comprises of only an outgoing, the allowance for such expenses or interest arising from the international transaction shall be determined having regard to the arm's length price.
Transfer pricing has become a matter of great concern for the tax authorities and MNCs in India due to increasing participation of multinational groups in economic activities in the country. Realizing its importance, in November 1999, the government set up an Expert Group under the chairmanship of Mr. Raj Narain to examine the issues relating to transfer pricing. To provide a detailed statutory framework for computation of reasonable, fair, and equitable profits and tax of MNCs in India, the Finance Act, 2001 substituted section 92 with a new section and introduced new sections 92A to 92F in the Incometax Act. The new provisions relate to computa-tion of income from an international transaction having regard to the arm's length price; meaning of associated enterprise; meaning of information and documents; and definitions of certain expressions occurring in these sections. The relevant detailed provisions on Transfer Pricing under Income Tax Act 1961 are given in Appendix 1.
REVIEW OF LITERATURE
Transfer pricing as a corporate stratagem, is of relatively recent origin. A limited literature has flowed on the issue of transfer pricing over the last two decades. Few researchers have touched the issue of transfer pricing and their impact on taxes and tariffs but there is no consensus on the magnitude of transfer pricing. Some researchers have conducted primary data surveys to find out the importance of transfer pricing and related issues. Ernst & Young Global Survey of Multinational Corporations (1995) clearly established that transfer pricing was vitally important for MNCs in all surveyed countries and most MNCs were familiar with the concept of Advance Pricing Agreements (APAs), and expected their use to increase in future. The Ernst & Young survey of transfer pricing documentation (1996) concluded that there were lack of documentation requirements and/or lack of meaningful penalties in most countries other than the US. Turner (1996) summarized the transfer pricing guidelines issued by OECD in 1995, provided an overview of the tax rules applying to related party transactions in various countries, and compared those approaches to the ones found in Canada -the alternative approaches for the Canadian tax system for protecting the Canadian tax base, and simplifying and enhancing fairness by ensuring that all businesses shared the cost of providing government services. Dawson and Miller (2000) studied how the multinational corporations' transfer prices responded to changes in international corporate effective tax rates and confirmed that profit-maximizing multinational corporations used transfer price to shift profit to the relatively lower-tax country in order to maximize their global after-tax profit, all else equal. Swenson (2000) is an econometric study that found that reported prices increased when the combined effect of taxes and tariffs provided an incentive for firms to overstate their prices. He found that while the results were statistically significant, they were economically small, implying that a 5 per cent decline in foreign tax rates caused the reported price of affiliated firm imports to rise by 0.024 per cent. Shah (2001) examined transfer pricing regulations in India introduced by The Finance Act 2001. The study stated that the objective of the introduction of transfer pricing regulations in India was to check the manipulation in prices charged and paid in intra-group transactions. It was felt that the assessee would have to review the methods for negotiations in respect of import-export transactions and collect basic data about market prices and other evidence to justify that the prices paid or received in the transactions with associated enterprises are on arm's length basis. The study concluded that onerous responsibilities have been put on the persons entering into international transactions. Reeb and Hansen (2003) explored whether income shifting had decreased with increased governmental regulations in recent years and found that international firms continued to shift income during the 1990s to minimize taxes. They also found evidence to suggest that tax minimization schemes were more aggressively pursued in small firms; and firms based in low tax countries were more likely to shift income home than firms in high tax countries were to shift income abroad. Srivatsan (2004) theoretically examined some economic aspects such as extension of Value Added Tax (VAT) in transfer pricing; bridging of fiscal vs economic tax base; and the multiplier effect of transfer pricing. The study stated that by adopting tax/profit shifts from higher tax jurisdictions to lower tax jurisdictions, the firm could go on building the profits and multiplier concept would hold true for transfer pricing. Further, the multiplier would be limited and dependent on tax rates prevailing in each shift; and the quantum of corpus that is shifted each time. The study concluded that despite all issues and propositions, transfer pricing, no doubt, is a welcome legislation given the winds of change blowing all across nations to protect their tax share in global tax wealth. Bernard, Jensen and Schott (2006) established that export prices for intra-firm transactions were significantly lower than the prices for the same good sent to an arm'slength customer. Their study found that the price wedge between arm's-length and intra-firm prices responds to differences in market structure, taxes, and tariffs.
RATIONALE OF STUDY
It is clear from the above-mentioned works that while a few researchers have touched upon the transfer pricing issues, most of the studies have been undertaken outside India and very little has been done in India. Further, the corporate tax rates have been progressively brought down by the Indian Government from 39.55 per cent in 2001 to 33.99 per cent in 2008 to discourage shifting of income out of India by MNCs. Similarly, the weighted average import duty rates in India have been significantly brought down from 30.4 per cent in year 2000-01 to 11 per cent in 2007-08. However, no comprehensive research has been undertaken in India to understand the impact of transfer pricing incentive generated by taxes and tariffs on reported transfer prices of imports in India. Absence of research on topic and continuous reduction in corporate tax and tariff rates sets the stage for this research. In this paper, individual product-level data is used to determine whether transfer pricing incentives generated by taxes and tariffs have played significant and measurable role in deciding the increase/decrease of reported product prices of imports in India.
SOURCE AND NATURE OF DATA
The information for the present study was obtained from secondary sources. The period 2001-08 was chosen for empirical testing since comprehensive transfer pricing regulations were introduced in India by the Finance Act 2001 by way of insertion of Section 92 to Section 92F in the Income Tax Act 1961. The imports originating from China, France, Germany, Italy, Japan, Singapore, Switzerland, UK, and USA were studied since these countries were responsible for a significant share (35%) of Foreign Direct Investment (FDI) (6, 15, 7, 12, 8, 6, 40, 31, and 12 from industries 38, 39, 56, 73, 82, 83, 84, 85 , and 90 respectively) were analysed to test the model.
The basic data of corporate tax rates of countries under study and weighted average import duty rates in India is presented in Table 1 and Figure 1 . The analysis shows that the average corporate tax rate of countries under study which was 34.87 per cent in 2001 has reduced to 29.91 per cent in 2008. Further, the corporate tax rates in Singapore (25.5%), Switzerland (24.7%), and China (33%) were less than the average of 34.87 per cent and that of The difference in corporate tax rates as noticed from the basic data of nine countries under study, the declining trend of import duty rates in India, and the analysis of the characteristics thereof support the need and rationale for conducting this study.
RESEARCH METHODOLOGY
To explore the influence of corporate taxes and product tariffs on reported transfer pricing of MNCs in India, the simple model given by Deborah L. Swenson has been used. The model is tested by using the time series data as well as panel data for the period [2001] [2002] [2003] [2004] [2005] [2006] [2007] [2008] . Three types of panels were constructed: country-wise panels for individual industries; industry-wise panels combining all countries; and panels for full sample of data with different industries-countries combinations. The regression technique is used and model results are estimated through Generalized Least Square (GLS) method.
The Making of Model based on Swenson's Model
Generally, it is difficult to measure the effects of tax reforms on transfer prices, since any year to year variation in aggregate data may be due to other macro economic factors rather than changes in taxes and tariffs. In the present research study, this problem has been avoided as the tax effects have been identified by examining commodity-specific transfer prices in a scenario controlling corporate tax incentives and differences in cross-product tariff. Artificially raised transfer prices for various products based on Indian tariff rates results into different cost of shifting income out of India across products. The cross-product tariff variations have been used to distinguish the responsiveness of reported transfer prices to transfer pricing incentives.
The MNC can shift income out of India and to its foreign parent company by reporting the artificially increased prices. In case the tax rate in India is higher than that in the home country of the MNC, artificially raised transfer prices reduce its overall tax payments across globe as taxable income is shifted from India to the low tax parent country of the MNC. However, on the other hand, MNC would be required to pay incremental tariff payments in India on the additional increase in transfer prices.
For a multinational company operating in the home country and having only a single affiliate abroad 2 , financial returns in home and foreign countries are determined by its actual decisions. The firm earns p h on its home activities, and p f abroad. Like Swenson's work, it is assumed that the parent firm ships some parts or completed products to its foreign affiliates for assembly and final sale. It is further assumed that firms take their production and sourcing decision on market opportunities and relative production costs. If the firm chooses transfer prices as per the arm's-length standard 3 , the firm's real returns would constitute the taxable income on which it pays taxes at home and abroad. However, manipulation of transfer prices by the firm, because of which its reported transfer price P R deviates from the arm's-length price P, results in the firm altering its taxable income at home and abroad. Understatement of transfer prices may be practised by the firm. However, the reported transfer price, which is less than or equal to zero will never be chosen by the firm. Further, like Swenson's work, it is reasonable to assume that the income of affiliate subsidiary is sufficient enough to avail the tax benefit of transfer-price manipulation. Thus over or under statement of transfer pricing is represented by a transfer-pricing margin:
Positive value of δ hf indicates that the parent firm charges its subsidiary a price higher than the arm's length price P for inputs. The transfer pricing decisions influence the firm's earnings in a number of ways. The transfer pricing margin δ hf represents per unit price overstatement.
Hence, quantum of shifted income needs to be computed on the volume of intra-firm imports M from the parent firm to its subsidiary. Taxable income of the parent firm in the home country increases by δ hf * M due to higher transfer prices and reduces taxable income of the subsidiary by an equivalent amount. 4 On the other hand, a higher transfer price increases tariff payments by subsidiary in the foreign country. The higher transfer price results in a decline in taxable income of the firm in foreign country by the amount equivalent to its tariff payment, i.e., TAR f * δ hf * M, where TAR f is the rate of tariff in foreign country.
In case the firms manipulate transfer prices, they are likely to face a number of costs, e.g., expenses involved in hiring of consultants for advice on transfer price manipulation and penalties which may be imposed by government authorities, when they identify the manipulation of transfer prices by the firm. Hence, two penalty parameters, a h & a f , have been introduced representing costs and penalties incurred at home and in foreign country respectively. The amount of these penalties may be small but are definitely positive. Further, like Swenson, it has been assumed that penalty faced by the firm rises linearly with the volume of intra-firm imports, and that the penalty rises quadratically with magnitude of the reported price deviation. In other words, detection by tax authorities is unlikely for small misstatements, but the probability of detection is high against increased transfer pricing margin.
A multinational chooses its transfer price margin δ hf for maximization of its overall income E, which is the total of after-tax value of firm's incomes at home and the after-tax value of incomes of its foreign affiliate.
The income/profit reported in the home country is represented in the first set of terms in []. The home country rate of taxation t h will be applicable on these profits. On the other hand, the affiliate profits reported in the foreign country is represented in the second set of terms in [] on which tax rate t f 5 will apply.
Maximization of income (taking first derivative w.r.t. δ hf and putting it equal to zero) shows that these firms select the transfer pricing margin:
On rewriting the expression and using the definition of the transfer pricing margin, δ hf , the resulting reported transfer price by the firm is:
where, t h => Home country rate of taxation t f => Foreign host country rate of taxation TAR f => Tariff rate in foreign host country a h => Costs and penalties incurred at home country a f => Costs and penalties incurred at foreign country
The reported transfer price in the above formula is equal to arm's length price P, plus a margin. The overstatement or understatement of transfer prices by firms with respect to arms-length price depends on the quantum of tariffs and tax differentials across countries. Effectively, the firm makes a comparison of benefit in shifting income out of the foreign host country. The decision of shifting income is dependent on the difference in the tax rates of two countries i.e., (t f -t h ) with after-tax cost of tariffs i.e. TAR f (1-t f ), which is the price of shifting income out of the foreign host country. When the aftertax tariff cost is lesser than the gain in tax benefits (due to relocating income to home country where tax rate is low); the firm selects to overstate the transfer prices. Numerator in the above formula is the transfer pricing
] which is composite of tax and tariff components. Transfer pricing incentive defines the magnitude of rise or fall in multinational's income, when the firm overstates its transfer price by one rupee. The firm can enhance its overall income across the world by overstating its transfer prices, in case TPI is positive. For example, in case, transfer pricing incentive is 0.15, it implies that the firm's total income across the world will rise by 15 paise against transfer price overstatement of one rupee. On the other hand, the firm will raise its income by understating its reported transfer prices, if TPI is negative. When the tax rates are identical in home and foreign country, and tariffs are not levied, TPI may be zero (0) in such cases. The firm will have no benefit in shifting income to, or out of the host foreign country in case TPI is zero. Though the tax rates and tariffs determine the direction (over-or under-statement) of transfer price manipulation by the firm, the quantum of transfer price over-or under-statement is derived by the penalties which may be faced by the firm on detection of transfer pricing manipulation.
In case the chances of detection and penalties are high (as represented by high values of a h and a f ), the responsiveness of price manipulation by the firm will be less.
Thus, the model depicts that reported transfer prices are a function of comparable arm's-length price, costs and penalties of avoidance, and a transfer pricing margin consisting of corporate tax rates in home and foreign country and applicable tariffs in the foreign country. In another form, the reported price of a firm can be represented as a function of comparable arm's length price P it and a function of over-or under-statement of product price that depends on transfer pricing incentive (TPI) as well as on penalties or costs of avoidance. The model implies that transfer price overstatement will increase with increase in transfer pricing incentive.
where, P R => Reported transfer price of product "i" at "t" it time period. P it => Arms-length price of product "i" at "t" time period. TPI it => Transfer pricing incentive of product "i" at "t" time period. a => Penalties or costs of transfer pricing.
Though the transfer-pricing hypothesis is straightforward, there is little empirical evidence to quantify the economic importance of this method of income shifting in firm activities. Hence, the prices of India's imports originating from China, France, Germany, Italy, Japan, Singapore, Switzerland, UK, and USA have been studied. Though reported prices for individual firm's intrafirm product sales is ideal, the reported product prices by country have been studied in the absence of the availability of reported prices for individual firm's intra-firm product sales. To formally investigate the basic argument that transfer prices selected by profit maximizing MNCs should rise along with TPI, regression analysis has been used. To examine this hypothesis, the following estimating equation is formed:
In the above estimating equation, the reported transfer price P R is the dependent variable. The subscripts on the TPI are i for product, c for country, and t for year. The variable of interest is Transfer Pricing Incentive (TPI) coefficient, which tests for the presence of changes in price related to tax incentives. The variable (GDP/CAP) ct , which is per capita gross domestic product of country is included to control measurable cross-country quality differences. To control other systematic cross-country differences, such as unmeasured quality differences, international differences in market structure or physical or cultural distance; we have included a set of coun-try dummy variables λ c . Further, to control heteroskedasticity, all variables (including country dummies) in the estimating equation have been transformed by dividing the regressor and independent variables by the square root of average reported prices.
We estimated the equation through E-Views software by stacking data on (i) commodity basis to compute country-wise regression results for individual industries; (ii) country basis to compute industry-wise consolidated regression results for all countries collectively; and (iii) country basis to compute full sample regression results.
In the estimating equation (1.7), coefficient β 1 is tested for the presence of price changes related to tax incentives at 1 per cent, 5 per cent, and 10 per cent level of significance.
EMPIRICAL EVIDENCE OF TRANSFER PRICING IN INDIA
The results have been classified into three categories:
1) Country-wise Regression Results for Individual Industries 2) Industry-wise Consolidated Regression Results for All Countries 3) Full Sample Regression Results
Country-wise Regression Results for Individual Industries
To see whether industry responses differ meaningfully for different countries, the basic estimating equation is applied to individual products, to estimate TPI coefficient for products grouped industry by industry considering the individual countries separately. For this analysis, it is assumed that the treatment of products within an industry is more similar for individual country than the treatment of products across all countries taken together for a particular industry. The countrywise estimates of the model are computed for each of the industries (38, 39, 56, 73, 82, 83, 84, 85, and 90 ).
The results in Table 2 reveal that the coefficients of TPI have positive sign for China and the US, which implies that multinationals headquartered in these countries will seek to remove taxable income from India by increasing their reported transfer price (of commodities from industry 38 being exported to India) by 2.743 per cent and 0.321 per cent when home corporate tax rates fall by one per cent in China and the US respectively. The coefficients of TPI are negative though significant for France, Germany, and Japan which implies that the MNCs would like to reduce their taxable income in the home country by decreasing their reported price. A five per cent increase in corporate tax rates in the home country will encourage MNCs to decrease the reported prices by 2.45 per cent, 2.02 per cent, and 6.1 per cent in France, Germany, and Japan respectively.
For Industry 39 (results given in Table 2 ), TPI coefficients have positive sign in China, France, and Singapore, and negative in other countries. This implies that multinationals headquartered in France and Singapore will try to remove taxable income from India by increasing its reported transfer price (of commodities from industry 39 being exported to India) by 0.559 per cent and 0.26 per cent when home corporate tax rates fall by 5 per cent in France and Singapore respectively. Coefficients of TPI are negative for Germany, Italy, and the US which implies that a five per cent increase in corporate tax rates in the home country will encourage MNCs to decrease the reported prices by 0.311 per cent, 0.865 per cent, and 0.432 per cent respectively. A 5 per cent fall in corporate tax rates in the parent country of the MNC will encourage it to increase its reported price by 0.944 per cent, 0.649 per cent, 0.995 per cent, 0.450 per cent, and 1.60 per cent in Italy, Japan, Singapore, Switzerland, and the US respectively to maximize its worldwide profits through import transactions in Industry 73 (Table 2) . However, a five per cent increase in corporate tax rates in the home country will encourage the MNCs to decrease the reported prices by 0.55 per cent, and 3.47 per cent in France and Germany respectively.
The results for industry 82 show that coefficients of TPI have a positive sign for China, France, Germany, Italy, Japan, and Switzerland and negative in other countries. The coefficient of TPI is positive and significant for Germany and Italy which means that a 5 per cent fall in corporate tax rates in the home country will encourage an MNC to increase its reported price by 0.294 per cent and 0.136 per cent respectively to maximize its worldwide profits. The coefficient of TPI in China, France, Japan, and Switzerland is positive but insignificant which implies that a decrease in corporate tax rates in the home country will not encourage firms to increase their reported transfer price for commodities in industry 82.
The coefficient of TPI in industry 83 is positive and significant only for Japan which implies that a 5 per cent fall in the corporate tax rates in Japan will encourage MNCs to increase their reported transfer price by 3.116 per cent to maximize its worldwide profits. The coefficients of TPI are negative and significant for Germany, Italy, Singapore, the UK, and the US, which implies that Overall we can say that the empirical tests support our hypothesis that reported transfer pricing decision of
Industry-wise Consolidated Regression Results for All Countries
With an objective to check whether industry responses differ meaningfully, the basic estimating equation is applied to individual products to estimate TPI coefficient for products grouped industry by industry taking all countries together. For this analysis, it is assumed that the treatment of products within an industry is more similar than the treatment of products across all industries. The estimates of the model are computed for each of the industries (38, 39, 56, 73, 82, 83, 84, 85, and 90) . The responses of the reported transfer prices with respect to changes in transfer pricing incentives, by industries are given in Table 3 .
The GLS estimate for individual industries display that out of nine industries in the sample, three industries (38, 73, and 84) have a positive and significant co-movement with transfer pricing incentives. In four industries (56, 83, 85, and 90) , the coefficients of Transfer Pricing Incentive (TPI) is negative but significant. Possibly, differences in the implied degree of transfer price manipulation are related to industry differences. These differences may be due to the importance of intangible assets in different industries, because products which rely most heavily on intangible assets are less likely to have comparable arms-length standard transactions that provide bases for their transfer prices. In other words, if comparables transactions are scant or non-existent, the MNC is likely to have greater potential discretion in choosing its transfer price. Though results hint at the importance of intangible assets at industry level, it is difficult to measure intangible assets. In addition, even within industries, there is likely to be great heterogeneity across products in the degree of intangible intensity. While the presence of intangible assets may increase the scope for transfer pricing manipulation, this aspect is not within the scope of the present research.
The coefficients of country dummies are significant for most of the industry-country combinations showing the positive impact of the country on the reported price across industries.
Full Sample Regression Results
To check the hypothesis for the full sample data, the basic estimating equation was applied to estimate the TPI coefficient by grouping together products of all industries being imported to India from countries selected in our sample. The regression results of the full sample for different industries-countries combinations are given in Table 4 .
In all industries-countries combinations of the full sample, the TPI coefficients are positive and significant. The positive and significant coefficients on transfer pricing incentive variables support the model predictions regarding MNC responses to the changing transfer pricing incentives. Positive and significant coefficients of TPI predict that one per cent reduction in corporate tax rates in the home country of MNC would cause multinational corporations with affiliated transactions to increase the reported transfer prices in the range of 0.248 per cent to 0.389 per cent. In other words, a 5 per cent fall in home corporate tax rates in the parent country of the MNC will encourage it to increase its reported price in the range of 1.24 per cent to 1.945 per cent. The coefficients of country dummies are significant for most of the cases showing a positive impact of the country on the reported price across the full sample.
Though the coefficients are precisely estimated, they are economically small. This may be because the full set of data includes unaffiliated trade as well as trade trans- 
Elasticity(e)
6 Industries (73, 82, 83, 84, 85, 90) (39, 73, 82, 83, 84, 85, 90) 8 Industries (39, 56, 73, 82, 83, 84, 85, 90) (-0.606031) 9 Industries (38, 39, 56, 73, 82, 83, 84, 85, 90) acted between the multinational parents and their affiliates. The affiliated and unaffiliated trade cannot be separated, since it is quite impossible that prices charged for unaffiliated trade will be different from the arms' length standard, or that there will be any correlation of the same with changes in transfer pricing incentives.
The estimates of transfer pricing responsiveness are lower possibly for two reasons as mentioned by Swenson. First, in case there is any omitted variable bias because of correlation between the transfer pricing incentive and the costs associated with transfer pricing (not included in our model specification), then the transfer pricing incentive coefficient will be biased downward. If transfer pricing cost variable is included in the model, then its coefficient should have been negative; and any covariance between TPI and cost of transfer pricing manipulation is likely to be positive. This means that the overall bias results in an underestimation of the actual transfer pricing responsiveness. If we imagine that MNCs are likely to pay the consultants to assist them in transfer prices manipulation in case transfer pricing incentive is abnormally large, a positive covariance between TPI and cost of transfer pricing manipulation is expected. As good product-level measures for costs of transfer price manipulation do not exist, it is not possible to determine whether this omitted variable bias is present or not.
The second reason for lower transfer pricing incentive coefficient may be the use of statutory tax rates, rather than marginal tax rates in calculating TPI, since it is not possible to measure the marginal tax rates that apply to products in the sample of this study. Thus, if the marginal tax rates and statutory tax rates are different, then transfer pricing incentives are computed with some error in this study, which will result in a downward bias to the estimated transfer pricing incentives.
CONCLUSION AND POLICY IMPLICATIONS
In this paper, the reported transfer prices have been studied for a set of commodities (from industries 38, 39, 56, 73, 82, 83, 84, 85, and 90 ) that had been continuously imported from at least six countries (out of the sample of nine countries, i.e., China, France, Germany, Italy, Japan, Singapore, Switzerland, the UK, and the US) during the financial years 2000-2001 to 2007-08 to India. The corporate tax rate differential across countries and custom duty variations across products encourage multinational corporations to manipulate transfer prices on international transactions between affiliated firms with the motive of shifting taxable income from high tax jurisdiction to low tax jurisdiction. The estimates of the data studied establish that reported transfer prices rise when transfer price incentive (i.e., combined effects of corporate tax rates and custom duties) is positive and significant. On the other hand, negative and significant transfer pricing incentive resulted in a fall in the reported transfer prices. The TPI coefficient for products grouped by industry taking all countries together reveal that the MNCs increased the reported transfer prices of commodities imported from industries 38, 73, and 84 while they decreased reported transfer prices of commodities imported from industries 56, 83, 85, and 90 depending upon the decrease/increase in the tax rates.
The positive and significant coefficients of TPI for the full sample predict that one per cent reduction in corporate tax rates in the home country of MNC would cause multinational corporations with affiliated transactions to increase the reported transfer prices in the range of 0.248 per cent to 0.389 per cent. The results are statically significant but economically small may be because shifting of income through over/under statement of transfer prices for the physically moved goods is costlier than the other methods of income shifting.
The findings and results of the present work are in sync with the work of other researchers. The empirical results of the present study establishing the relationship between transfer pricing incentives and reported transfer prices (TPI decides the movements, i.e., increase/ decrease in reported price) have also been supported by the results of the work done by Swenson (2000) and Dawson and Miller (2000) . The empirical results of our study establishing the relationship between transfer pricing incentives, taxes, tariffs, and reported transfer prices identify the industries/countries most prone to transfer pricing manipulation. This may facilitate the tax authorities in protection of their tax base in India. On the basis of the present study, it may be concluded that the reported transfer prices change with the change in transfer pricing incentives. It provides opportunity for MNCs to manipulate their transfer price to maximize profits across world-wide locations of operations and reduce tax liability.
Based upon the results and findings of this study, we are offering certain operational suggestions/recommendations to the Government and other Statutory and Regulatory Bodies in India to improve their transfer pricing practices. It is hoped that the regulatory authorities would enhance tax base and reduce tax evasion resulting from transfer pricing manipulation by implementation of the following recommendations:
• Devise means to encourage compliance on transfer pricing issues rather than relying on the penalty policy to save time and resources that are wasted in audits and adjustments.
• Reduce corporate tax and tariff rates to bring them at a comparable level with countries across the world which will reduce the incentive to MNCs for shifting of income out of India and increase the tax base for tax authorities. This will also result in an increase in the tax revenue of the country.
• Ensure that regulatory authorities engage in information exchange with competent authorities abroad which will facilitate in assessing tax liabilities of multinational corporations.
SCOPE FOR FURTHER RESEARCH
Though the scope for further research in the area of transfer pricing is very wide in India, the following areas appear to be most promising:
• Observations of the present work are based on a small number of companies. Specific requirements of various sectors, e.g., manufacturing, trading, and services have not been considered. This study may therefore be extended to cover the specific needs of the different sectors.
• The reported product prices by country have been studied in the absence of the availability of the reported prices for individual firm's intra-firm product sales. Another study can be carried out on the reported prices for individual firm's intra-firm product sales to compute more accurate evidences of the impact of transfer pricing incentives on reported prices.
• Though the benefits of transfer price manipulation are attenuated by potential costs of shifting, impact of the same is not studied in the present work. Hence, the study can be extended to cover costs of shifting income to find more authentic evidences of transfer pricing manipulation and its impact on tax revenues of the country.
• The presence of intangible assets may increase the scope for transfer pricing across industries. A more elaborate exercise covering the impact of intangible assets on transfer pricing manipulation may yield fruitful results.
ices rendered to associated enterprise should be determined on the basis of arm's length price. The assessing officer will have wide powers to determine what an arm's length price for such transactions is and make adjustments for computation of income. The provisions, however, would not be applicable in a case where application of arm's length price results in decrease in the overall tax incidence in India with respect to the parties involved in international transaction.
Section 92A provides meaning of the expression associated enterprises. The enterprises are considered associated enterprises if one enterprise is controlled by the other or both enterprises are controlled by a common third person. The concept of control adopted in the legislation extends not only to control through holding shares or voting power or the power to appoint the management of an enterprise, but also through debt, blood relationships, and control over various components of business activity performed by the taxpayer such as control over raw materials, sales and intangibles.
International Transaction has been defined under Section 92B as a transaction, which is to be read with the definition of transactions given in section 92F. An international transaction is essentially a cross border transaction between associated enterprises in any sort of property, whether tangible or intangible, or in the provision of services, lending of money etc. Sub-section (2), of section 92B extends scope of the definition of international transaction by providing that a transaction entered into with an unrelated person shall be deemed to be a transaction with an associated enterprise, if there exists a prior agreement in relation to the transaction between such other person and the associated enterprise, or terms of relevant transaction are determined by the associated enterprise.
Arm's length price is defined in Section 92F(ii) to mean price which is applied or proposed to be applied in a transaction between persons other than associated enterprises in un-controlled conditions. Section 92C provides the method for determining arm's length price and factors which needs to be considered for applicability or non-applicability of a particular method in a given situation. Section 92C provides that the arm's length price in relation to an international transaction shall be determined by any of the following methods, being the most appropriate method, having regard to the nature of transaction or class of transaction or class of associated persons or functions performed by such persons or such other relevant factors as the Board may prescribe: i) comparable uncontrolled price method ii) resale price method iii) cost plus method iv) profit split method v) transactional net margin method vi) such other methods as may be prescribed by the Board. So far no other method has been prescribed.
The taxpayer can select the most appropriate method to be applied to any given transaction, but such selection has to be made taking into account the factors prescribed in the Rules 10A to 10C. With a view to allow a degree of flexibility in adopting an arm's length price the proviso to sub-section (2) of section 92C provides that where most appropriate method results in more than one price, a price which differs from the arithmetical mean by an amount not exceeding five percent of such mean may be taken to be the arm's length price, at the option of the assesses.
Rule 10B further provides that an uncontrolled transaction shall be comparable to an international transaction if none of the differences between the transactions being comparable or the enterprises entering into such transactions are likely to materially affect the price or cost charged or paid in, or the profit arising from such transactions in the open market, or reasonably accurate adjustments can be made to eliminate the material effects of such differences. Further, the data to be used for the above comparison should relate to the financial year in which the international transaction has been entered into. It is also provided that similar data relating to earlier two years can also be used for comparison if such data is relevant for the purpose.
According to Section 92D, every person who has undertaken an international transaction shall keep and maintain such information and documents as specified by rules made by Central Board for Direct Taxes (CBDT). The Board has also been empowered to specify the period for which the information and documents are required to be retained. The documentation has been prescribed under Rule 10D. The documentation should be available with the assessee by specified date defined in section 92F and should be retained for a period of 8 years.
As per Rule 10D (1), taxpayers are required to maintain certain documents which are mandatory. Such documents include i) description of the group e.g. ownership structure and description of business and industry); ii) description of international transactions, iii) descrip-tion of function performed; iv) description of risk assumed and asset employed ;v) assessment of comparables; vi) selection and application of methods, vi) business plans; vii) sale plans; viii) forecasts, budgets, and ix) other relevant documents. Certain optional documents are also provided in Rule 10D (3). Following categories of documentation is required in India for transfer pricing transactions:
i) Ownership structure ii) Profile of the multinational group iii) Business description iv) Nature and terms (including prices) of international transactions v) Description of functions performed, risks assumed and assets employed vi) Record of any financial estimates vii) Record of uncontrolled transaction with third parties and comparability evaluation viii) Description of methods considered ix) Reasons for rejection of alternative methods x) Details of transfer pricing adjustment xi) Any other information or data relating to associated enterprise that may be relevant for determination of arm's length price
The information and documentation specified should, as far as possible, be contemporaneous and exist by date of filing the income tax return and taxpayer must submit the Accountant's Report along with their tax return. The taxpayer is not required to submit transfer pricing documentation with tax return and must submit the same to the assessing officer within 30 days of notice during assessment proceedings.
Every person who has entered into an international transaction during a previous year needs to obtain a report from an accountant and furnish such report on or before the specified date in the prescribed form and manner as per the requirements of Section 92E. Rule 10E and form No. 3CEB have been notified in this regard. The accountants report only requires furnishing of factual information relating to international transaction entered into, the arm's length price determined by the assessee and the method applied in such determination. It also requires an opinion as to whether the prescribed documentation has been maintained.
The primary onus is on the taxpayer to determine an arm's length price in accordance with the rules, and to substantiate same with the prescribed documentation. If the data used for determining arm's length price is reliable and correct there can be no intervention by the Assessing Officer (AO). Section 92C(3) and (4) gives power to the assessing officer to determine arm's length price under certain circumstances and also empowers the assessing officer to re-compute total income of the assessee having regard to arm's length price determined by him.
To avoid the unnecessary hardship in implementation of transfer pricing regulations, CBDT issued a Circular No. 12 of 2001 dated 23-8-2001 , which provides that the assessing officer shall not make any adjustment to the arm's length price determined by tax-payer, if such price is up to 5% less or up to 5% more than the price determined by Assessing Officer. In such cases price declared by the taxpayer may be accepted.
All tax assessments are to be completed within three years from the end of financial year but in case tax authority is of the opinion that income has escaped assessment, an assessment may be reopened within seven years from the end of the fiscal year.
According to Section 271AA, if any person who has entered into an international transaction fails to keep and maintain any such information and documents as specified under section 92D, the AO or Commissioner of Income Tax (Appeals) may levy a penalty of a sum equal to 2% of the value of international transaction entered into by such person.
If due diligence effort to determine the arm's-length price has not been made by the taxpayer, then 100 per cent to 300 per cent of incremental tax on transfer pricing adjustment may be levied by the tax officer as provided under Section 271(1). Penalties can be avoided if due effort is made to determine the arm's-length price and the same is demonstrated through proper documentation and timely submission of it to the tax authorities during assessment proceedings. Section 271BA provides that if any person fails to furnish a report from an accountant as required by section 92E, the AO may levy a penalty of Rs. one lakh.
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